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636 and the regulations thereunder, re-
gardless of the language used to de-
scribe such right, the method of cre-
ation of such right, or the form in
which such right is cast (even though
such form is that of an operating min-
eral interest). Whether or not a right is
in substance economically equivalent
to a production payment shall be deter-
mined from all the facts and cir-
cumstances. An example of an interest
which is to be treated as a production
payment under this subparagraph is
that portion of a royalty which is at-
tributable to so much of the rate of the
royalty which exceeds the lowest pos-
sible rate of the royalty at any subse-
quent time (disregarding any reduc-
tions in the rate of the royalty which
are based solely upon changes in vol-
ume of production within a specified
period of no more than 1 year). For ex-
ample, assume that A creates a royalty
with respect to a mineral property
owned by A equal to 5 percent for 5
years and thereafter equal to 4 percent
for the balance of the life of the prop-
erty. An amount equal to 1 percent for
5 years shall be treated as a production
payment. On the other hand, if A leases
a coal mine to B in return for a royalty
of 30 cents per ton on the first 500,000
tons of coal produced from the mine in
each year and 20 cents per ton on all
coal in excess of 500,000 tons produced
from the mine in each year, the fact
that the royalty may decline to 20
cents per ton on some of the coal in
each year does not result in a produc-
tion payment of 10 cents per ton of coal
on the first 500,000 tons in any year.
Another example of an interest which
is to be treated as a production pay-
ment under this subparagraph is the
interest in a partnership engaged in op-
erating oil properties of a partner who
provides capital for the partnership if
such interest is subject to a right of
another person or persons to acquire or
terminate it upon terms which merely
provide for such partner’s recovery of
his capital investment and a reason-
able return thereon.

(b) Property. The term property has
the meaning assigned to it in section
614(a), without the application of sec-
tion 614 (b), (c), or (e).

(c) Transfer. The term transfer means
any sale, exchange, gift, bequest, de-

§1.636-4

vise, or other disposition (including a
distribution by an estate or a contribu-
tion to or distribution by a corpora-
tion, partnership, or trust).

[T.D. 7261, 38 FR 5465, Mar. 1, 1973]

§1.636-4 Effective dates of section 636.

(@) In general. Except as provided
hereinafter in this section, section 636
and §§81.636-1, 1.636-2, and 1.636-3 apply
to production payments created on or
after August 7, 1969, other than produc-
tion payments created before January
1, 1971, pursuant to a binding contract
entered into before August 7, 1969.

(b) Election. Under section 503(c)(2) of
the Tax Reform Act of 1969, if the tax-
payer so elects, section 636(a) of the
Code and 8§1.636-1 and 1.636-3 apply to
all production payments carved out by
him after the beginning of his last tax-
able year ending before August 7, 1969,
including such production payments
created after such date pursuant to a
binding contract entered into before
such date. No interest shall be allowed
on any refund or credit of any overpay-
ment of tax resulting from an election
under section 503(c)(2) for any taxable
year ending before August 7, 1969. The
provisions of this paragraph may be il-
lustrated by the following example:

Example. A, a fiscal-year taxpayer whose
taxable year ends on October 31, carved out
and sold (from a producing property) produc-
tion payments on October 1, 1967, and on
July 9, 1969. On August 1, 1969, A entered into
a binding contract to create another carved-
out production payment (from a different
producing property) and the production pay-
ment was carved out on December 22, 1969. If
A elects under section 503(c)(2), the produc-
tion payments carved out on July 9, 1969, and
December 22, 1969, are treated as mortgage
loans under section 636(a). The production
payment carved out on October 1, 1967, is not
treated as a mortgage loan under section
636(a) because it was carved out before the
beginning of A’s last taxable year ending be-
fore August 7, 1969.

(c) Time and manner of making elec-
tion. (1) Any election under section
503(c)(2) of the Tax Reform Act of 1969
must be made not later than May 30,
1973.

(2) An election under section 503(c)(2)
shall be made by a statement attached
to the taxpayer’s income tax return (or
amended return) for the first taxable
year in which the taxpayer created a
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